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THE STATUS OF 271 AND UNE-PLATFORM IN
THE REGIONAL BELLS' TERRITORIES

B Since owr Mav report. the FCC has granted 271s an jour siates Georga and

Lowsiana for BeilSouth and Maine and New fersey 1or Menizon, Apphcaiions tov
seventeen siates’ -7 1s are before the FOC now. By sear-end we expeot all o
\erizon o be covered by 271s. We expect Quest te have 271sn all but one or
two states (MVinnesola and Anzonz being the ones we expect 1o lag) We expedt
BellSouth te have all iis 271s except Flonda,  Fmalls. we expect SBC 1o add
Caltrorma late in 2002, but do not beheve the Ameritech states wiil get their 271s

until the tirst halr of 2003,

As part of the 771 process. UNID rates since Mas have been reduced in mam

states. most notably 10 the Owest Region, bur also in SBC and BellSouth states.

We ewpect some more UNL reducuons (Massachuseus. New  Jersey  and

Pennsvivenie are pending for Venizon. fur example) bot expect the pace to slow
A

griert how much UNL rates have decreased and given thai the 271 process that

drives some of the cuts 1s nearing its end

For the CLECs, the lower UNE rates present the opportunity to enter the local
market with munimal up-tront imvestment. 11 15 not clear. however. whether some
of the more troubled companies, like WorldCom. will be able o ke full
advantage. We view UNLEP as being positive for the IXCs. particularly AT&T, but
do not behieve that it 1s enough o stem the dechining revenues and profitability ot

the consumer long-distance marke:

From the RBOC-aimvesior « perspecine, UND P presents several prablems. One s
the reduction In revenues thar comies trom comeuny reti] o wholesale revenues.

The other 1< the pricing compressien that comes from the RBOCS™ own attempts 1o

restructure therr prices e compete wih the new entrants Fanalls, there s the

exposure duning ¢ pented whern ar RBOU cannet set enter jong-distance, but the
L\‘(.} have begun to enter 1ty Jove market Ameng the RBOCs, SBC s by far the
mnsl.t'\pmed In Calioma and in the Amerech states, it has super-low UNEP
prices and no abiline 1o counter an INCTs entny wath an all-distance plan. It
possible that Vernzon will diso see <ome meamngiul share 1oss in the next few
munths. bt we do not see the IXNCs bemg s socused on 1tas thes are on SBC.

parvicalariy im Caintormig
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markets tairly cwckly and in others over some longer transtiion peried O
giements alse might be removed over ume m some geogranhic NS CUsiomer
markets. 1f the FCC decides to take granularity down to the wirc-center ievel
it may leave actual impiementanion 1n the hands of the states. but with fairiy
ught rules 10 guide that impiemeniation  In the context of UNEP, what 1
signilicant aboul the remosval of an individual eiement 15 that u makes @
necessans for the CLEC 1o do some work to reassemble the iine when 1t msenis
s own equipment. That will make it more difficult to mese jarge numbers of
customers rapidly.  Thus. the timing and cutcome of the menmal review s
verv imporiant both 1o the CLECs IXCs whe use UNEP ané 1o the RBOC:
who are wholesaling lines to those CLECs IXCs at decp discounts

The actual financial impact of UNEP on either the RBOCs or their competitors
1s. of course. what tnvestors care about.  Unforunately. 1 s difficul 10
guanufyv because it depends so much on the companies” strategtes. The more
CLECs are able to cream-skim 1n a given market. the better their own margins
and the greater the damage to the RBOC. The CLECs’ abiliny to cream-skim.
in turn, depends not only on the CLECs™ own strategies, but on the RBOCs’
win-back efforts. which ofien include the introduction of new pricing plans and
the RBOCs abifitv to offer ali-distance plans. Thus. damage to the RBOCs’
financials comes not only from the conversion of retail revenues to whoelesale
rev enues, but from a broader repricing n response to compettion. The offset
from long distance appears to be farly minor, at this point.  Although
ulumateiv all-distance customers may be “suckier” than those who use only
one senvice. imtally both sides are hkely to spend more on marketing 1o fight

churm than thev did before.

Our Mav 1. 2002 report included one effort at such an analysis. [t found that
UNEP creates a discount of about 1920 t0 42 below retail residential revenue.
Using the same retail rates. those discounts would now range from 24% to
A% Ancther way 1o look at the 1ssue 1s 10 use the FCC's rate reference
hook. which relies.in wum. on TNS hili-harvesung data. According o this
date. average residentia; spending per houschold on local service s 3426 per
vear and on long-disiance $170 per vear. Assurming 1.2 lhines per household.

“that would equate 1o about $3U per ine in local revenue plus about 84 per line

Im access charpes for a tota! revenve per hine of about $33-833. That figure
falis within the range of $36-S33 for retail consumer tevenue that we had
esmﬁatcd in May. although both calculations present potennal problems. For
the TNS data. specifically. 1015 not clear whether taxes and Lmiversal Service
Fund commbutions which an RBOU would simpls pass through to the
government are included in the revenue. With that caveat, we are using $33.50
as a natonal average residenual rate. That leads o LNEP discounts on a
Region-wide basis of 27% in BellSouth, 28% in Qwest. 48% 1 SBC. and 40%
in Verizon. The TNS numbers alsa indicate that the RBOC would need to gain
more than three long-distance customers 1o make up for the revenues from any
local customer it loses (8473 of local plus access revenue vs. $128 of long-
distance revenue net of aceess). And—given the different margin structures of
the industries— 1t needs more than that to make up for the lost cash flow. Of
course. to the extent that an IXC can caprure small business customers whose

hn
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rotat! spending is higher thar that of consumers, the damage I he RO o
areater. For some ume. .east, while the mdusin resimusiures g ame an
w31l distance” market, the UNEP vs. 271 game is likely o be “pegative-sun.”
with botk the RBOCs™ and IXCs’ profits hun by lower rerenue and higher

marketng costs
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Changes in methodolooy and comrelBons 07 2rrors

B Ve chanped our MOU rmunutes of usel assumption fTom 1206 10 4110w

account {or to!l minutes. based on footnote 252 of the FOCO'> Pennssbvania

order.

For the columns that calcclate fuli UNLP based on DEN idial-equipmern:
munutesy, there 1s no change. Thus. for comparnson. we are showing taull UNEP

based on DLM tor both May and August in our tables.

We corrected an error o the formula that calculated amoriized non-recurnng
charges for Venzon's MA. NH.NY. DE.PA. For NV, KS. MO, OK and TX.
we now have some non-recurting charges that we did not have in our last
neration. For Marviand. we are no longer using the compliance rates that we
used im May o Statewade ioop rale averages changed in several BellSouth,
Qwest and Verizon states. though the actual rates did not. based on new
estimates of the distnbutions of lines per zone: KY. LA MS, SC.NM. ME. RI,
PA

Once we assembie our data. we ask all the relevant state comnussions. RBOCs

and the two mapor IXCs to comment on ats accuracy. We receved specific
feedback on the accuracy ot var tables from ali the RBOCs and many states,

UNE prices ¢continue to trend down

For ail RBOCS the fuli UNDP average (assummg DEM) dropped by 10% from

et which we reported in M

Onanenonal bases. tull UNLEP average tassuming DEMN) now stands at $20.28

Tv the S22 SR average we reported in Aay

The range 1< 2 bk of £24 3% for RellSouth and a low of $17 30 Tor SBC,

witn the range we predicted i oer Mav report.

SBC expunenced o oroughiv 20% dechine twath an even shamper dechine in
Cabformiay and Quesi experienced a roughly 1590 dechine in full UNEP

(DLENMy average sinee our May repont

The RBOC-wide tota) swiiching and transport average dropped 21%. from the
58 34 we reporied 1n May 10 $6.391n August.

Several states” full UNEP (DEA) price appear o mcrease or actually increased
from that which we yeported 1n May  In some cases. as noted above, we
changed the non-recurring formula. In some cases we chaneed the distribution

H L AL .- e e A i go—
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oT leons among zones. thas chanming the averace 1o oton casos 7200 wllaal b
rose In AL FL. LA MS and SC. there 1s now a cross-connedt vharge s
part of the non-recurring charges that we amoruze. In Oregon. the pott rate

mmcreased shehtly,

Annz Mana Kovacs, PRDL O
— Krnisur L Bums, PR D
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Compan: Name Symbol Prige
BellSouth BLS SI5 44
SBC SBC S27.8d
Qwest O S2&2
Verizon V7 SEHIN
AT&] T SH17e
WorldCom » NC! WCOLQ S0z
Z-Tel ZTEL S1.44
Comcast CMCSK §22.09
Dow Jones industrial DIlA S88TS
S&P 500 Stock {ndex SPX 641 .00
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Goldman Sachs
Global Equity Research

SBC Communications, Inc. (SBC)
Meeting with SBC CFO highlights key
initiatives; no estimate or ratings change.

Stockdata Price performance M MM
S2-week range Us_é;:T 3_4_.2-_3 737: Apselute e, -19% —30e
Yield 3 .B% Reltc $&F 500G ST -7 178
Capitalization Forecasts fvaluation 2002E 2003E
Markelcap 15593 Shn RS Ussoar Lsslac
Latest net debt/{cash) - CSCOPE EPST - -
Free float - GSCOPE P/E 7 - -
Shares outstanding 3325mn * May differ from US CAAP

SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in
key locations, combined with the lowest UNE~P rates in the country, have uniquely
exposed SBC to profit-eroding share loss. Despite this, SBC’s CFO Randall Stephenson still
sees stable cash flows through aggressive cost cutting, combined with the ability to
maintain trends in share repurchases and dividend hikes. Ccnsolidation in wireless is
another key objective of SBC. Acknowiedging the proiiferation of conversations among
wireless carriers, Stephenson indicated all talks are still preliminary. in the meantime
Cingular is raising prices, satrificing sub growth, and looking to improve profits.

Full details

WHAT TO DO WITH THE STOCK™ We continue our cautious view of telecom. although
recent stock price declines make us somewhat iess cautious

Within the group the Bells and rural ieicos should provide the besi rerurns. And. within
the Bells. we continue to view \erizon as the best choice right now. As management
indicates share loss 1o UNE=-P is going to be quite damaging to SBC. And we believe it
wil suffer the greatest consequences of this phenomenon among the three Bells. Thus. the
valuation premium tha: SBC tradec ar relane o Verizonon PTEVIBRITDA and
dividend vield is probably not sustarmable over the next six months \\e continue to use our

current EPS echmares oF 287 o v and e

UNE-P ABICPROBLEN!WITHIOUT LD 8B has peen the most vocal catic of
UNE-P and isworking hard tooray acesane dunirush the negatne offect Inthe
absence of penvasive long distancey approval UNE = F has been and will conunue to be very
damaging 1o SBC MW LD approvan it Anwconech region not hels until the middle or
second half of U2 and Calforie not unen wiinl veatena u SBU stands quite exposed at
the moment §pwever we shoutd oot exiapuodaie the SBC expericnce uniformly to the
other RBOCs (4_‘. others fate The umgue comonation of low priced UNE- P high
residential rates lin the Amentech region, big concentrared indusirial s1a10s. and no LD
capabilitv. Thus we dor tsee Verizon i parncular and Bellsourh 1o o lesser degree has
having the samc degree of exposure. 5o ves 16 an ILEC joses a cusiomer to UNE-Pitsa
big hit to the bottom hine - bt 11 has 1o lose the customer for the hit to be taken.

And inour view VZ and BLS are nen none abie o oifset this marenally bener than SBC
over the next vear [t st ve noted thar SEC has been enjoving these sane benefirs share
retention in its states where 1t has long distance approval  SBC intends 1o file cost studies
in key Jurisdictions using the regulaton path as one aitempt al raising rates,

fn addition. it conumnues 1t 1o use bundling as aggressively as possible to offset share

0s$

WIRELESS CONSGLIDATION A KEY OBJECTIVE Newspaper reports have

;o: IMPORTANT INFORMATION ABOUT COLDMAN SACHS' RATING SYSTEM AND OTHER DISCLOSURES, REFER TO
R;::;&c::wi MATERIAL, COTO http;//wva.gs.com/research/hedge.html, OR CONTALT YOUR INVESTMENT




SBC Communications, Inc.

August 22,2002

exaggerated the speed of wireless consolidation and the progress that has been made o dare
However. the desirability of getung a deal done is 0Dvious and the company acknow ledged
conversations Ar Sre;hensS: neced that of the e oouoans for deals AWT sresente lew d :
but greater regulatory and imegranor hurdies Vowcestream presents fugher duition but 137 casie
regulatory approval and in[egrgnom Furthermoere. similar 1o press accounts he tndicaied a aeas
for Voicestream mav be impractical without 1aking in DT as an equity parncipant L e no ab-cas
deal i And importanthy SBC s apen (o thar possibitity

Sy
Liv

WIRELESS PRICE HIKES DESPYTE SLOWER SUB GROWTH  The healing ¢ioosts 0 wiiviess
mergers are not nearh upon us ver  In the meantme. Cingular is taking steps o heai thvself " The
price hikes are geared 1o bonst DrGiabiliny even as i sacrifices sub growih  The partula
increase in national plan rates announced this week are geared to both reduce off— network
roaming costs and slow down the consumption of TDMA nerwork capacinn - SBC and BLS are fully
expecting their joint veniure (¢ expenence low to no sub growth as a result of these actions as w ell
as the customer churn that wiil be sumulated by the WorldCom reseller shift

CAPEN TO REVENUE SHIOULD BE NO HIGHER THAN 13% AND WILL Bz LOWER
ABSENT GROWTH. There is a broad effort 1o cut capex in both wireline and wireless operations.
Invireline Stephenson indicared that current thinking is that capex 10 sales shouid be no hagher
than 155 and that in the rurrent environment it should be no higher than 135 and vetitis
Thus fucther capex ¢uts shouid octur. 1n our view if demand recovery cantinues to falter it
would not be surprising 1o see capex 1o sales fall below the 13%% rate. as it has in other countries
On the wireless side capex tuts are also anticipated. In our view, siower capex spending in
wireless is further supported by the prospects of indusin consohdation

COST REDUCTIONS KEY TO MAINTAINING EARNINGS AND ROOSTING MARGINS SBC
sees the margin differential bemveen it and V' and B1S as indicating an opportunity for further
cost cutting  Pointing 16 opporiumnes in consolidating call centers raising efficiencies in network
operations and generaliy trimming overhead costs Stephenson is focused and confident in using
these steps 10 help improve margms in the face of share 10oss

~ALIFORNIA DSL ENPERIENCE GIVES CONFIDENCE INLONG TERM POTENTIAL. In
California. SBC is enjoving the benefits of scale DSL operations. having achieved about 10%
penetration so far  As a result. cperations are already EBITDA positive and nn the trajectory 10
reach SBC s rargeted hurdle rate
The steps that got California o scate include: an eftectne self- nstaliauon program {ow help
desh rosts effective churn enmrol idewn i ards D= ne pifecine markenng agamst the
cable operators SBC believes that mass marker deidvment o D80 will necur and that nered
mwer speeds. bt

offcrings arc one step in getting there Thic wifallne e monthiv prices for |

Jhould be able 10 maintain an avetape monthhe price nf anproximately 810 Thisoa hitrie higher
than our long termy estimate but darectionaliv o edels iook at the market i the sane way,
Due 10 the absence of long distante approval in Caid rnie and the Antenirech stares SBC will
continue 16 try 1o bundie DSL as away of ooy fss ndicatng dhar chaen lalls 75% for
those customers taking I)S}‘m teapod dhiedr fulal
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BLS: USS 25.99, SBC: LSS 28.11, VZ- US5 32.35

The Goldman Sachs Group, Inc. and/or its affiliates make a market or are the speaialist in the following compantes’ secunities: BellSouth Corp,, and Verizon Cammunications. As
such, the markel maker ot specialist may have an inventory position, either “long” or “short,”in the reievant secunty and may be on the opposite side of orders executed on the
reievant exchange. T -

Hiliates have received during the past 12 months compensation fot investment banking services fram the followsng companies, their

The Goldman Sachs Group, Inc. and/forits a
parents, or their whotly owned or majerty-owned subsidianies: Bellsouth Carp , $BC Communications, Ing. and Venzon Communication,

The Goidman Sachs Group, Inc. andfor its affiliates expect to receive or intend to seek compensation for investment banking services inthe next 3 months from these companies,
theit parents, or whotly owned or majpority-owned subsidaries: BellSouth Corp., SBC Communications. inc, and Venizon Communications
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